INTRODUCTION
In the 1980s, corporate America increased its indebtedness at a fantastic rate, ballooning the corporate debt burden from $829 billion in 1980 to $2.1 trillion in 1990. ' Companies that had financed their debt through the use of high-yield "junk bonds" eventually felt the weight of this mountain of new debt such that, by 1991, nearly 15% of all junk-bond companies were in default and many others were in serious financial distress. 2 As a result, companies increasingly tried to restructure their obligations in out-of-court workouts rather than face costly and time-consuming formal bankruptcy proceedings. 3 One popular form of out-of-court workout that emerged was the debt-for-debt exchange offer, in which a company would offer new obligations with more forgiving payment terms in exchange for more burdensome existing obligations. 4 If enough bondholders accepted the offer and tendered their bonds, the company could escape bankruptcy's costs and delays, and thereby distribute a higher payout to its creditors. These out-of-court workouts have generally been heralded as an efficient and cost-saving way for troubled companies to restructure their debts. 5 the bankruptcy claim of a debt instrument, 14 the Chateaugay reversal necessarily implies that the face amount of a debt instrument issued in the context of an exchange offer determines the bankruptcy claim associated with the new instrument. The courts of appeals disregarded the plain language of the Code in an attempt to encourage successful out-of-court workouts. This Note argues, however, that the reversal of Chateaugay was unnecessary for out-of-court workouts to remain a viable alternative to bankruptcy.
This Note first discusses the concept of original issue discount and how it has typically been interpreted in the bankruptcy setting. It then offers an explanation of Judge Lifland's analysis in Chateaugay and examines the analysis the appellate courts used in reaching contrary opinions. Next, the Note evaluates the two approaches to original issue discount in exchange offers and concludes that the bankruptcy court decision was improperly overruled. This Note argues that the appellate courts misinterpreted the economic underpinnings of a debt-exchange offer and fashioned a rule that creates enormous confusion and that may yield highly inequitable results if carried to its logical conclusion. Finally, the Note proposes that the promotion of out-ofcourt workouts-the sole reason for the Second Circuit's reversal-can be successfully accomplished through exchange offers in which the newly offered debt is senior to the old debt and this subordination is enforced in bankruptcy. The biggest threat to a successful exchange offer is a lack of creditor participation. This Note argues that creditors would be willing to participate in exchange offers that reduce their claims in bankruptcy if they could be reasonably assured that their bankruptcy recovery would be greater than the recovery of holdouts.
I. ORIGINAL IsSUE DISCOUNT AND ITS LEGAL SIGNIFICANCE
The intrinsic economic value of a bond is equal to the present value of the coupon payments plus the present value of the principal payment at maturity, all discounted at the market rate of return that corresponds to the risk characteristics of the security. When the market rate of return is more than the stated coupon rate, the market will discount the price of the bond, and the bond will trade for less than its face value. Such a bond is said to be selling at a "discount" from face value. The amount by which the face value exceeds the actual issuing price is called "original issue discount" (OID). 5 Original issue discount is therefore nothing more than a market adjustment to reflect the 14. 11 U.S.C. § 502(b)(2) (1994) . 15 . See JAMES C. VAN Cir. 1942 ) ("Ordinarily, bonds are issued at a discount because the promised rate of interest is, due to the condition of the prevailing market, too low to sell them at par.").
[Vol. 105: 2209 difference between the face value of a bond and its issuing price. As such, the discount represents the additional interest that accumulates over the life of the bond in excess of the interest paid out as coupon payments.' 6 Bankruptcy Code § 502(b) explicitly prohibits asserting a claim for such unmatured interest. 7 For example, suppose Company A issued bonds with a face amount (amount due at maturity) of $1000 for an issue price of $700. Such bonds have $300 of original issue discount.
In bankruptcy, interest stops accruing on the date the petition for relief is filed. To the extent that on a given date interest has not yet accrued, it is classified for bankruptcy purposes as "unmatured." The legislative history of § 502(b) recognizes that the face amount of a bond is an inappropriate measure for valuating the claim of a creditor. Congress believed that the more appropriate measure was the sale price of the bond, i.e., the dollar amount loaned to the debtor, plus any interest that has accrued since the date of issue.' 8 Thus, bonds issued at a discount contain "unmatured" interest to the extent that the face value exceeds the issue price; this unmatured interest is amortized over the life of the bond such that at maturity the market value of the bond eventually "catches up" to the face value. Courts have consistently held that unamortized original issue discount is unmatured interest and therefore is not an allowable claim.1 9 If Company A in the above example 16 . In Chateaugay, 109 B.R. at 55, Judge Lifland accurately explained: If the proceeds from a particular issue are less than the face amount of the debentures, the "market" is telling the issuer that the stated rate of interest is too low, and the differential between consideration paid for the debenture and the amount received by the purchaser at maturity is intended to compensate the purchaser for buying a debenture with a stated interest rate below market levels. 17. Section 502(b)(2) of the Code states that the bankruptcy court is to allow a creditor's claim "except to the extent that ... such claim is for unmatured interest." II U.S.C. § 502(b)(2) (1994). Because interest is compensation for the use of money for a period of time, the Code will not allow a claim for the use of money over a period of time that has yet to come.
18. See Chateaugay, 109 B.R. at 54-55. The legislative history of § 502(b)(2) reads: Paragraph (2) requires disallowance to the extent that the claim is for unmatured interest as of the date of the petition. Whether interest is matured or unmatured on the date of bankruptcy is to be determined without reference to any ipso facto or bankruptcy clause in the agreement creating the claim. Interest disallowed under this paragraph includes postpetition interest that is not yet due and payable, and any portion of prepaid interest that represents an original discounting of the claim, yet that would not have been earned on the date of bankruptcy. For example, a claim on a $1000 note issued the day before bankruptcy would only be allowed to the extent of the cash actually advanced. If the original discount was 10 percent so that the cash advanced was only $900, then notwithstanding the face amount of the note, only $900 would be allowed. If $900 was advanced under the note some time before bankruptcy, the interest component of the note would have to be prorated and disallowed to the extent it was for interest after the commencement of the case. Not all new debt instruments are issued for cash, however. In a debt-fordebt exchange offer, bondholders surrender old debt in exchange for new debt of the issuing corporation. 2 ' Prior to the Chateaugay decision, no court had ruled whether original issue discount could occur for claims-valuation purposes in a debt-for-debt exchange offer in which the new debt has a face value in excess of the market value of the surrendered instrument. From a purely economic perspective, such transactions do generate OID because the face amount of the new bonds exceeds what the bonds are worth when issued. However, original issue discount is also a legal construct, and courts are empowered to refuse to recognize OID, even when it may exist economically, if such recognition would otherwise violate bankruptcy policy. If bankruptcy courts are to hold that an exchange offer generates original issue discount, tendering creditors will have claims in bankruptcy equal only to the market value of the old securities. Thus, recognition of OID in a debt-for-debt exchange offer has the potential to make tendering creditors worse off than those who hold out if the debtor later files for bankruptcy.
There is, therefore, the potential for conflict between the competing concerns of accurately valuing the claims of creditors subsequent to an exchange offer and ensuring that out-of-court workouts are not unduly discouraged by such a valuation regime. When presented with this dilemma, Judge Lifland stressed the importance of economic substance and held that an legislative history is clear; original issue discount is unmatured interest which is disallowed under I I U.S.C. § 502(b)(2)." 37. Judge Lifland pointed to the offering circular in claiming that "a lesser or greater than felicitous treatment of specific claims in bankruptcy has always played a part in 'workouts', and undoubtedly participants will continue to carefully weigh the risks and rewards to be gained from such efforts." Id. at 56 (footnote omitted). However, Judge Lifland did not offer any additional support for the claim that Furthermore, he rejected the respondent's contention that his ruling would necessarily extend to create OID in other instances such as compromised trade debt; he rebuffed that concern by stating that the treatment of notes or debentures is not analogous to the treatment of all other obligations.
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Judge Lifland concluded by examining the concept of "interest" and recognizing that interest is simply compensation for the use of money. According to Judge Lifland, under circumstances in which the face amount of new debt exceeds the market value of the debt that was exchanged, the difference is simply an analogous form of compensation. Hence, Judge Lifland determined that the new notes were essentially bonds with original issue discount.
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For example, assume Company A issued bonds with $1000 face amount, not in exchange for $700 in cash, but in exchange for old securities with a market value of $700. Under Judge Lifland's ruling, holders of the newly issued securities would have a claim of $700 in bankruptcy because the value tendered for the new securities was worth $700 at the time of purchase. The $300 difference represents original issue discount.
III. CRITICISM OF CHATEAUGAY AND SUBSEQUENT REVERSAL
The Chateaugay opinion was greeted with outrage by economists, legal scholars, and the popular press. With striking unanimity, those critics claimed that the ruling would stifle out-of-court workouts and would inevitably lead to greater numbers of costly bankruptcy proceedings. They strongly urged that the case be overruled on appeal. 40 The Second Circuit obliged. After the district court affirmed, 4 ' the Second Circuit reversed in April 1992, claiming that no original issue discount is created in face-value debt-for-debt exchanges. 4 Critics of the bankruptcy court's Chateaugay decision argued that recognition of OID during an exchange offer inappropriately penalized creditors willing to cooperate in the workout process. Because only the creditors who participated in a workout would have their claims marked to market, while holdouts would have unaltered claims, critics maintained that the Chateaugay decision would give uncooperative creditors a windfall at the expense of those who tender. 45 These writers unanimously argued that Chateaugay was wrongly decided because it penalized participation in exchange offers.
4 6 Critics also argued that the bankruptcy court misinterpreted the economic substance of the exchange offer, claiming that a face-value exchange offer does not alter the fundamental economic relationship between the debtor and its bondholders. 47 Moreover, these critics charged that the bankruptcy court ruling was unworkable because it would necessarily extend to all payment modifications. In accordance with the wishes of these writers, the Second Circuit reversed the bankruptcy court decision. The Second Circuit was apparently highly influenced by the vocal critics of the Chateaugay decision; the court repeatedly cited the writings of Marc Kirschner and others in the reversal. 48 The Second Circuit opinion, penned by then-Chief Judge Oakes, began by upholding the lower court's determination that original issue discount represents unmatured interest under § 502(b)(2), specifically citing the legislative history of that portion of the Code. 49 Thus, the court concluded that the OID on the old debentures was not an allowable claim. But the court parted company with Judge Lifland on the issue of creation of OID in the exchange offer and determined that no additional OID was created by the debtfor-debt exchange. 50 In reaching its conclusion, the court looked primarily to the policy of promoting out-of-court workouts but also assessed the economic substance of a face-value debt-for-debt exchange as a maintenance of an existing debt. 5 ' The court distinguished a "market value exchange" from a "face value exchange," the difference being that in a market-value exchange the new bonds have a "reduced principal," while in a face-value exchange the new bonds do not alter the face amount of the old securities. 2 Judge Oakes adopted the distinction between so-called face-value and market-value exchanges that was developed in the Kirschner article, paraphrasing Kirschner in the opinion. 3 The court classified the exchange made by LTV as a face-value exchange because the principal amount due at maturity of the new notes remained unaltered, notwithstanding that the coupon rate and date of maturity did change. 4 After acknowledging that the bankruptcy court had used the plain meaning of original issue discount in its opinion, 55 Judge Oakes stated that "the bankruptcy court's logic ignores the importance of context, and does not make sense if one takes into account the strong bankruptcy policy in favor of the speedy, inexpensive, negotiated resolution of disputes. 5 6 Again paraphrasing Kirschner, the appeals court claimed that the bankruptcy court ruling would discourage creditors from cooperating in a workout by reducing the claims of cooperating creditors in bankruptcy in a manner that would unfairly grant a windfall to holdouts who do not tender.
5 ' The court held that a reversal of the Typically, one of two strategies is adopted in exchange offers for public debt. The first is an attempt to capture the market "discount" that debentures may be trading at in the marketplace by offering to exchange an existing debt instrument for a new debenture with a reduced principal amount-the "fair market value exchange." The second is an attempt to extend and/or modify payment terms of existing debentures, but not reduce their principal amount, in order to allow the troubled company more time to recover from its financial problems-the "face value exchange. bankruptcy court decision was necessary if exchange offers were to be a viable alternative to Chapter 11. 58 The court recognized that a market-value exchange could reduce a bankruptcy claim, but the court stated that a face-value exchange does not create OID because the exchange "does not change the character of the underlying debt, but reaffirms and modifies it." '59 The court concluded that the economic substance of a face-value debt-for-debt exchange-as opposed to a market-value exchange-is not a reduction in liability, and held that OID cannot be generated where there is no underlying change in liability. 60 Thus, Judge Oakes distinguished the Allegheny case, which involved a debt-for-stock exchange that increased the company's liability, from the LTV case, in which the company's liability remained unchanged. 61 Finally, the Second Circuit refused to apply tax authorities to determine the appropriate bankruptcy policy toward OID. Once again referring to the Kirschner article, the court stated that the "tax treatment of a transaction ... need not determine the bankruptcy treatment." 62 The court concluded that since the legislative history of § 502(b) did not explicitly require recognition of OID in a face-value exchange, the court would not infer such a catastrophic intention. 63 For example, assume Company A issued bonds with a $1000 face amount in exchange for old securities with a market value of $700 and a face amount of $1000. Under the Second Circuit ruling, holders of the newly issued securities would have a claim of $1000 in bankruptcy because the new securities have a face amount of $1000. The $300 difference in value between the face amount of the new securities and their market value would not be recognized as OID.
58. Chateaugay, 961 F.2d at 382. On that point, the court cited articles by Coffee and Klein and by Kirschner. Coffee and Klein wrote that the bankruptcy court decision would "chill exchange offers" because "[b]y accepting the exchange offer, the creditor sacrifices the difference between the face amount of the securities given up and the lesser fair market value of the securities received." Coffee & Klein, supra note 9, at 1249 n. 121 
Id. Kirschner wrote:
While the bankruptcy laws are concerned with maintaining the relative differences in status and priority among similarly situated creditors, the tax laws are concerned with establishing a consistent system of accounting for increases and decreases in wealth of discrete taxpayers, in order to impose a tax on their respective net increases. He added that the tax system is based on realization events, and the exchange offer is one such event. "Therefore, although an exchange offer may present a proper time to tax the participants, that fact is not relevant in the bankruptcy analysis of the relationship that similarly situated creditors have to one another and to the debtor." Kirschner et al., supra note 4, at 656. will not attribute to Congress an intent to place a stumbling block in front of debtors seeking to avoid bankruptcy with the cooperation of their creditors." Id.
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The Fifth Circuit, citing nearly the same authorities that appeared in the Second Circuit's opinion, reached an identical conclusion with respect to facevalue debt exchanges. The facts of the Pengo case, however, differed somewhat from the LTV case. 64 In Chateaugay, old debentures were tendered for new, senior interest-bearing securities plus common stock, whereas in the Pengo case old debentures were exchanged for two senior classes of convertible, non-interest-bearing securities. In both instances, however, the appellate courts considered the transactions to be face-value exchanges because the face value of new debt was the same as that of the old, and held that no OID could be created in such face-value exchanges. 65 
IV. RESOLVING THE CONFLICT BETWEEN THE ECONOMICS OF EXCHANGE OFFERS AND BANKRUPTCY POLICY FAVORING WORKOUTS
This Note suggests that the proper legal treatment of OIlD generated during an exchange offer should (1) faithfully reflect the underlying economic substance of the transaction and (2) maintain the viability of out-of-court restructurings. It argues that the Second and Fifth Circuits erroneously abandoned a literal interpretation of original issue discount in a noble effort to promote the efficacy of exchange offers. In fact, their rulings are based on faulty assumptions and create more problems then they solve. Original issue discount occurs whenever the face value of a newly issued obligation exceeds the value surrendered in payment for it. This Note claims that it is appropriate to recognize OID whether the new obligation is purchased with cash or by surrendering old securities. This Note suggests that the recognition of OID created during an exchange is both true to the economic substance of the 64. See Pengo, 962 F.2d at 544-45. In 1980, Pengo Finance issued $22,500,000 of 8.5% convertible debentures due in 1995. The debentures were purchased at their face value, i.e., with no OID. In 1983, neither Pengo Finance nor its guarantor, Pengo, could make the interest payments on the old debentures. In 1985, Pengo Finance offered to exchange one $500-face-amount Class A debenture and one $500-faceamount Class B debenture, neither of which bore interest, for each $1000-face-amount old debenture. The new debentures were senior to the old debentures, they matured in 1991 (four years earlier than the old debentures), and they could be converted for Pengo's common stock more favorably than the old debentures. Approximately 59% of the old debentures were tendered, but in late 1988 and early 1989 involuntary petitions for relief under Chapter 11 were filed against Pengo. Id. 65. Id. at 547-49. ("The 1989 bankruptcy court decision of In re Chateaugay created an enormous disincentive for investors to participate in consensual out-of-court restructurings and, thus, spurred movement of financially troubled companies into the bankruptcy courts."). The Fifth Circuit, with analysis similar to the Second, rejected the Chateaugay bankruptcy court ruling on policy grounds and relied heavily on the published writings of legal scholars, noting that Judge Lifland's decision "produced a swift response from commentators who aggressively scrutinized its analysis of the original issue discount question in the face value exchange context and observed its effect on consensual out-of-court restructurings." Id. at 548. The Fifth Circuit also declined to decide whether OID could be created in a fair-market-value exchange, which it defined as a transaction in which "the holders exchange a debt instrument for a new debt instrument with a lower face amount." Id. at 550. The court held that the exchange of non-interest-bearing securities for interest-bearing securities represented a face-value exchange when the principal due at maturity remained unchanged. Id. at 547. Also, the Fifth Circuit indicated that the tax treatment of debt exchanges is not informative in the bankruptcy context. Id. at 550-51. transaction and is unnecessary to advance the goal of promoting out-of-court workouts.
Section A of this part argues that the Second and Fifth Circuits, and the commentators on which they relied, appear to have ignored the economic substance of exchange offers. A debtor attempts an exchange offer because it is unable to meet its obligations to bondholders in a timely fashion. In an exchange offer, creditors agree to reduce their claims against the debtor, usually through an extension of payment terms, because they understand that in a bankruptcy proceeding they would likely receive even less value for their bonds. The end result of such an exchange offer is that the debtor reduces its payment obligations to creditors who exchange. Otherwise, it would have been pointless for the debtor to undertake such an offer. 66 The economic substance of any exchange offer is thus a reduction in liability.
The distinction that Kirschner and the courts of appeals drew between face-value exchanges and market-value exchanges is truly a distinction without a difference. The appellate courts erroneously concluded that an exchange offer with original issue discount, the face-value exchange, is fundamentally different from an exchange offer with no OID, the market-value exchange. In reality, the economic substance of both types of exchange is a reduction in liability. By holding that a face-value exchange cannot create OID, the appellate courts promulgated a legal rule that contradicts the Code's prohibition on valuing claims by the face value of a security. Unfortunately, the Second and Fifth Circuits have likely opened the door for needless litigation over an economic triviality, the face value of a bond.
Section B proposes that the value surrendered in payment for a debt obligation, not the face amount of the obligation, should determine the bankruptcy claim associated with the obligation. Whereas the courts of appeals value the claims of debt issued in an exchange offer by the face amount of the new debt, the appropriate bankruptcy claim valuation is the market value surrendered in payment. However, if there is no forfeiture of the holder's rights under an obligation, and the old obligation simply undergoes a modification or extension, the creditor's bankruptcy claim should not be altered because the creditor did not purchase a new obligation. Thus, only when a creditor surrenders all rights under an obligation in exchange for a new obligation should the bankruptcy claim be marked to market. Any concern that the bankruptcy court decision would necessarily apply to all liability 66. See, e.g., Epling, supra note 9, at 17. Epling noted:
In general, three types of exchange offers exist: a composition, where debt or interest rates are written down; an extension, where maturities and amortizations are extended; and a cash tender, where the bonds are exchanged for some number of cents on the dollar. Of course, an exchange also can involve combinations of these three basic options. The purpose... stems ... from debt service which is outstripping cash flow.
restructurings is mistaken. This Note proposes a limitation of Judge Lifland's ruling to instances in which a new security is created and a novation has occurred; contract, tax, and securities law already detail when such a new security is created. 67 Section C argues that the reversal of the bankruptcy court's decision in Chateaugay was both insufficient and unnecessary to advance the policy goal of promoting out-of-court workouts. It proposes that the holdout problem can best be eliminated through the exchange of new securities that are contractually senior to the old debt and through the enforcement of this payment priority in bankruptcy proceedings. Creditors would continue to participate in exchange offers without the reversal of Chateaugay as long as participation was the best strategy to recover maximum value for their investment. If, as in Chateaugay, the new securities issued were contractually senior to the securities that were exchanged, holdouts would appropriately be penalized by a decrease in their probability of recovery should the debtor later enter bankruptcy.
A. Face-Value Versus Fair-Market-Value ExchangesAn Erroneous Distinction
Both the Pengo and Chateaugay circuit court decisions relied heavily on the determination that the exchange offers at issue were "face value" exchanges." Both opinions cited Kirschner's Deleveraging Tool article as the source of the definition of a face-value exchange, as opposed to a fair-marketvalue exchange. Kirschner wrote that relatively healthy companies undertake face-value exchanges to relieve problems with short-term liquidity. As such, a face-value exchange "is an attempt to extend and/or modify payment terms of existing debentures, but not reduce their principal amount, in order to allow the troubled company more time to recover from its financial problems." 69 In contrast, a fair-market-value exchange purportedly capitalizes on the reduced price at which old debentures are trading. In such an exchange, a new debenture is issued "with a reduced principal amount," which enables a company "to reduce its overall debt obligations. 70 Kirschner's distinction between face-value exchanges and fair-market-value exchanges rests on the narrow issue of whether the new debt has the same principal amount as the old. However, there is no legitimate basis for placing such enormous weight on so irrelevant a distinction. One can construct a bond with any face amount and with any given market value by modifying the 67. See coupon rate and the date of maturity. 71 Any "fair market value" exchange contemplated by Kirschner could easily be changed to a "face value" exchange, without altering the debt burden, by increasing the face amount of the new bonds and lowering the coupon rate, i.e., by increasing the original issue discount on the new bonds. For example, assume Company A wishes to restructure outstanding bonds with $1000 face amount and $700 market value. If Company A offered $1000-face-amount bonds with a $700 market value, the exchange would be considered a "face value" exchange. If Company A offered $700-face-amount bonds with a $700 market value, the exchange would be considered a "market value" exchange.
Both face-value and market-value exchanges reduce the liability of the debtor, though in face-value exchanges the new obligations have original issue discount equal to the difference between the market value of the old securities and the face amount of the new ones. Under the Kirschner face-value/marketvalue distinction, there is no reduction in bankruptcy claims from face-value exchanges, while there is a claims reduction from market-value exchanges. By stating that the value of a claim should be determined "notwithstanding the face amount, ' 72 however, the legislative history of Bankruptcy Code § 502(b)(2) specifically guards against letting the face amount of an obligation determine the amount of the claim. Congress fully understood the gross inequity of treating differently two creditors who paid the same amount for a bond simply because one creditor purchased a bond with more original issue discount. By promulgating a legal rule that prefers the purchasers of discounted bonds, the courts of appeals have directly contradicted the legislative history of the statute they interpreted.
Both the Pengo and Chateaugay appellate court decisions are excellent examples of how difficult it is to apply the supposed distinction between a "fair market value" exchange and a "face value" exchange. Kirschner wrote that, in a fair-market-value exchange, bondholders typically receive "at least some additional consideration (such as equity in the company) as an inducement to tender." 73 In Chateaugay, the exchange offer included not just bonds of the same face value but also fifteen shares of common stock. 74 The court of appeals disregarded this fact, however, and maintained its assertion that the transaction was a face-value exchange. Perhaps the fifteen shares were not enough additional consideration to push the transaction to the market-value exchange category; by not articulating any standard for bankruptcy judges to 71. See, e.g., VAN use, the Second Circuit opened the door for senseless litigation over how much additional consideration constitutes a market-value exchange transaction. The Pengo court held that the exchange of interest-bearing securities for non-interest-bearing securities is a face-value exchange because "'the overall debt obligation of the company has not been altered."' 75 But the agreement of creditors to forgive interest payment on debt is every bit as much a reduction in "debt obligation" from the debtor's perspective as it is when creditors accept a reduction in principal. The existence of efficient capital markets to borrow and invest funds requires this be true. 76 Therefore, distinguishing "face value" exchanges from "market value" exchanges by whether the debt level has been reduced is impossible.
Both appellate courts declined to rule whether a reduction in claims may occur in a market-value exchange, although the Second Circuit noted that marking claims to market in such circumstances "might make sense."
77 If the courts of appeals are to be consistent with the analysis of Kirschner that they relied on for their treatment of face-value exchanges, however, then a market valuation in bankruptcy of market-value exchanges would necessarily follow, because in a market-value exchange the debtor "is able to reduce its overall debt obligations., 78 A market-value exchange is the functional equivalent of repurchasing outstanding debt on the open market and funding the repurchase by issuing new bonds. 79 Therefore, in bankruptcy, holders of the new bonds from a market-value exchange would have claims only equal to the cash value of the old bonds that were tendered because the exchange of the old bonds was economically equivalent to a cash purchase. 80 Furthermore, no court could allow a claim in bankruptcy that is greater than the payment requirement of the debt obligation in question. For example, assume that Company A previously issued at par $1000-face-amount notes that now have a market value of $700. Company A exchanges these notes for $700-face-amount notes with a market value of $700. At maturity the $700-faceamount notes will pay $700; thus, the maximum claim that would be allowable in bankruptcy pursuant to Bankruptcy Code § 1124 for the holder of such an obligation would be $700. Courts are therefore very likely to rule that holders of bonds issued in a market-value exchange have claims in bankruptcy equal to the market value of the bonds that are tendered. There is thus the potential 75. Pengo, 962 F.2d at 548 (quoting Kirschner et al., supra note 4, at 647). 76. The value of debt is equal to the sum of discounted value of the stream of coupon payments and principal. A reduction in face amount or coupon rate therefore reduces debt. See, e.g., VAN Cf id. at 645-46 (describing a market-value exchange as "an attempt to capture the market 'discount' that debentures may be trading at in the marketplace by offering to exchange an existing debt instrument for a new debenture").
80. For a discussion of the valuation of such claims, see supra notes 17-20 and accompanying text.
for pointless litigation over whether a transaction was a face-value exchange or a market-value exchange, and it will be impossible to create a legal rule that could appropriately distinguish between the two. A face-value exchange is nothing more than a market-value exchange with original issue discount. Therefore, because market-value exchanges require market valuation of claims in bankruptcy, and face-value exchanges are economically indistinguishable from market-value exchanges, face-value exchanges should have market valuation of claims in bankruptcy, as they did in Judge Lifland's decision. Moreover, in promulgating a legal rule based on the economically irrelevant face-value/market-value distinction, the appellate courts have promoted exchange offers of identical face values over other exchange offers that may receive less preferential treatment in bankruptcy. In an exchange offer, bondholders would be willing to pay a higher amount for bonds of the same face value relative to bonds of lower face value that, in the absence of the appellate rulings, would have had the same market value. There is no policy reason why a court should encourage companies to offer more or less original issue discount on bonds in exchange offers. The court should allow debtors to restructure debt with payment terms that best match their forecasted liquidity. Kirschner recognized that companies commence exchange offers with more or less original issue discount depending on the reason for the restructuring."' Companies will enter so-called face-value exchanges, with a reduction in coupon rate and/or extension of maturity, when current interest expense is outstripping cash flow, but will enter market-value exchanges, with reduction in principal amount, when repayment of principal is too burdensome. 2 The Chateaugay reversal effectively precludes any exchange offer with a reduction in principal amount, however, because such exchanges would have less favorable treatment in bankruptcy relative to exchanges with the same face value. For a company otherwise best suited to a "market value" exchange, the Chateaugay reversal may lead to unnecessary financing, tax, and hedging costs when the obligation terms of the restructuring are not properly matched with the company's expected cash flow.
B. The Slippery Slope Fallacy
A concern of many of the Chateaugay bankruptcy decision's critics was that the ruling necessarily extended to all payment modifications. 83 Specifically, commentators suggested that for Chateaugay to be logically consistent, original issue discount must be recognized whenever a creditor's claim is adjusted, such as in a debt extension. 4 This concern is unfounded, however, because Chateaugay only applied to exchange offers that created a new security. Original issue discount recognition should only occur in such instances when a security is originally issued. If a payment modification does not create a new security, it is improper to recognize OID.
A holder of a debt instrument should be treated the same whether the instrument was purchased with cash or by surrendering an old security. It is appropriate to recognize original issue discount whenever the value surrendered in payment is less than the face amount of the new obligation. However, if a debt restructuring does not entail the surrender of an old obligation and the purchase of a new one, the restructuring should not alter the bankruptcy claim of the holder of the debt instrument because the restructuring does not create a new liability.
It may be argued that all payment modifications, whether creating a new security or not, result in a decrease in the debtor's indebtedness because of a reduced debt service burden. At first blush, the recognition of OID only when a new security is created may therefore appear arbitrary. However, only when a new obligation is created and the old obligation is extinguished is a company receiving new value. Because payment modifications not constituting a new security do not forgo the right to collect under the old security, the corporation has received no new value from the creditor. As claims in bankruptcy are only permitted for the value tendered to the debtor (plus any accrued interest), it is therefore only appropriate to value a claim by the prior market value of a security when such previously existing security was surrendered as payment for a new obligation. Thus, OID recognition is appropriate only when the face amount of a new security exceeds the value surrendered in payment. Under the Second Circuit rule, however, no OED is recognized in face-value exchanges even though the debtor has received in payment for the new obligation an instrument worth less than the new instrument's face value.
The interpretation of an exchange offer as a novation and an issuance of a new security can be used to distinguish inapposite scenarios that critics of the bankruptcy court in Chateaugay claimed necessarily followed from Judge Lifland's ruling. Critics charged that his holding could impede attempts of debtors and creditors to modify the terms of any obligation and could create needless litigation as to what constitutes original issue discount. 85 For example, critics posited that for Judge Lifland's analysis to be consistent it must also apply to the renewal of notes or the extension of a loan. 86 Such 85. See Coombs, supra note 10, at 664; Saggese et al., supra note 20, at 551. 86. See Epling, supra note 9, at 44 (arguing that debt exchanges should be treated the same as debt extensions); Kirschner et al., supra note 4, at 657-58 ("[Tlaken to its logical extreme ... the Chateaugay analysis could ... require that every general unsecured creditor's claim that has been modified or otherwise adjusted be fixed at the fair market value of that claim on the date of bankruptcy."); Phelan & Jemigan, supra note 10, at 61 ("[Olne must also apply the concept [described in Chateaugay] to all other creditors, including banks and other holders of claims that renew notes or extend obligations.").
concern is unfounded, for Judge Lifland's opinion applied solely to exchange offers in which an entirely new obligation is created, not ones in which an old obligation has been modified. 7 Therefore, exchange offers can readily be distinguished from other debt payment modifications, e.g., the restructuring of a loan, in which no novation occurs and no separate obligation is created. Where there is no new obligation, no new OID need be recognized. It is not unworkable, as critics allege, for Chateaugay to apply only to such instances in which a new security is indeed issued.
In an exchange offer, a creditor agrees to surrender a preexisting security for newly issued debt in satisfaction of the previous claim. 8 Such a voluntary substitution of one obligation for another constitutes a novation. Four elements are required for a novation to take place: (1) a previous valid obligation; (2) an agreement of all the parties to extinguish the old contract; (3) a valid new contract; and (4) agreement of the parties to the new contract. 8 9 In a debt-fordebt exchange offer, all of the elements of a novation are clearly met. First, the old debt that is exchanged is a valid contract. Second, issuance of new debt is conditioned on the surrender of the old debt in the exchange and a waiver of the right to payment under the old securities. Third, the newly offered debt is a valid contract. Fourth, in an exchange offer, both parties agree to accept the payment terms of the newly issued securities. Thus, the surrender of old debt for new debt in the context of an exchange offer clearly results in a novation.
Payment modifications such as the extension of a loan or a renewal of a note do not result in a novation. It is well-settled law that the giving of a new note for a debt evidenced by a former note does not extinguish the old note unless such is the intention of the parties. 9 " In a consummated debt tender offer the intent to substitute one security for another can be clearly inferred, but in a loan modification agreement such intent is lacking.
Similarly, securities law and tax law both consider a debt-exchange offer to be a sale of a new security, not an alteration of an existing security, while the extension of a loan is not. 9 ' This further conflicts with the Second Circuit's assertion that a debt-for-debt exchange "reaffirms and modifies" 87. Chateaugay, 109 B.R. at 56 (stating that decision does not apply to "all other kinds of obligations of the debtor including compromised trade debt and trade discounts").
88. 92 Section 2(3) of the Securities Act defines "sale" as including "every contract of sale or disposition of a security or interest in a security, for value."
93 Although the definition of sale does not explicitly include an exchange, courts have found the exchange of securities to be a sale. 94 Moreover, the existence of § 3(a)(9) and 3(a)(10), which exempt certain types of exchanges from the Securities Act, evidences Congress's view that an exchange of securities is a sale. 95 It is clear that a sale occurs when a security holder voluntarily surrenders the instrument and receives an entirely different instrument. 96 In addition, the alteration of a security effectively creates a new security when the alteration has substantially affected the legal rights and obligations of the outstanding securities. 97 For tax purposes, a debt-for-debt exchange offer is a realization event in which cancellation-of-indebtedness income may arise.
9 ' Tax law considers the material modification of a debt instrument to be an exchange of debt instruments. 99 Thus, a change in interest rate, taken alone or in combination with a change in maturity, will generally be deemed to be an exchange,1°°w hereas a payment extension will generally not be deemed to be one.' 0 ' Moreover, the creation/modification dichotomy proposed in this Note is a far more tenable distinction for determining recognition of OID during an exchange offer than the face-value/market-value dichotomy proposed by Kirschner. Whereas the distinction between the creation of a new security and the modification of an old security is based on established principles of law, the face-value/market-value distinction runs directly counter to the bankruptcylaw mandate to value claims irrespective of their face amount. The creation/ modification distinction is perhaps as economically trivial as the facevalue/market-value distinction, because both debt exchanges and debt modifications reduce indebtedness. However, the creation/modification distinction is a necessary byproduct of a legal world that differentiates between new and preexisting relationships. 98. I.R.C. § 108(e)(10) (1994). Section 108(e)(10) provides that, for purposes of determining cancellation of indebtedness income, a debtor issuing an instrument in satisfaction of indebtedness "shall be treated as having satisfied the indebtedness with an amount of money equal to the issue price of such debt instrument." Id; see Kirschner et al., supra note 4, at 658-59.
99. See 26 C.F.R. § 1.1001-1(a) (1995) ("Except as otherwise provided in subtitle A of the Code, the gain or loss realized from the conversion of property into cash, or from the exchange of property for other property differing materially either in kind or in extent, is treated as income or as loss sustained."). 
C. The Holdout Problem and an Alternative Solution
The primary reason the Second and Fifth Circuits rejected Judge Lifland's Chateaugay decision is that they were concerned that the bankruptcy court ruling would render out-of-court workouts ineffective. No bondholder, the appellate courts reasoned, would rationally participate in a debt-for-debt exchange offer if he knew that his bankruptcy claim would be reduced after tendering.
1 0 2 The appellate courts feared that the bankruptcy court ruling had exacerbated what had come to be known as the "holdout problem."'1 0 3 "Holdout problem" is the term used to describe a structural disincentive for creditors to participate in an exchange offer. Because an exchange offer leaves a debtor more able to pay residual creditors in full, there exists an incentive for creditors to "hold out" and not tender. If enough bondholders refuse to participate in an exchange offer, the workout fails and the company must enter bankruptcy, leaving all parties worse off.'0 4 It was widely asserted that Judge Lifland's decision put an additional obstacle in front of bondholders considering participation in an exchange offer by potentially reducing their claims in bankruptcy.
1 0 5 Anecdotal evidence from bankruptcy practitioners suggests that, after the Chateaugay decision, successful out-of-court workouts were indeed more difficult to achieve. Observers of the holdout phenomenon have postulated that it can be mitigated through the use of techniques that render tendering debtholders better off than the holdouts. 0 8 Specifically, commentators have claimed that issuing new debt that is senior to the old debt can reduce the holdout problem, for "[i]n the event of bankruptcy, the newly-created senior debt will be entitled to payment before the old debt."' 0 1 9 Economists Robert Gertner and David Scharfstein have developed a mathematical model of the decision to tender in a public debt restructuring and had concluded that bondholders will not hold out if the newly issued security is senior to the old." 0 Moreover, Gertner and Scharfstein postulate that the newly issued security may have a lower value than the old security and still eliminate holdouts, so long as the security is senior." 11 A common method of facilitating exchange offers in which the new debt is senior to the old debt is the use of exit consent provisions, which have become an increasingly popular tool to discourage creditors from holding out. In many exchange offers, companies have attempted to amend the indenture under which the old securities had been issued, either to strip the outstanding bonds of protective covenants or to subordinate them to the new securities." 2 Debtors could accomplish this by requiring bondholders to vote to amend the old securities before they could tender. Delaware courts have upheld the legality of these exit consent provisions."1 3 In addition, the SEC has consistently held that such modifications governing payment priority or subordination do not result in the offer or sale of a new security under the Securities Act, enabling such exchange offers to proceed without the registration burdens associated with the issuance of a new security." 4 Economists have argued that bankruptcy courts should enforce the strict priority of claims. They note that, to the extent that priority violations and their attendant losses are anticipated by potential lenders, the cost of capital is increased." 5 Legal scholars concur, noting that subordination agreements should not be jeopardized in bankruptcy, the time when senior creditors depend on such agreements. Clearly, subordination agreements are only meaningful when a corporation becomes insolvent." 6 These agreements are an important tool to enable debt-laden companies to borrow funds, and there is a broad consensus that the full enforcement of subordination agreements fosters an efficient raising of capital."
As a practical matter, however, subordination agreements generally are not fully enforced in bankruptcy." 8 In bankruptcy, a debtor may propose a plan for confirmation in which both senior and subordinated creditors receive partial payment on their claims." 9 In addition, the Code provides that each impaired class of claims must approve the plan by two-thirds in amount and a majority in number for consensual confirmation.
20 If a subordinated class or other impaired class of creditors contests confirmation of a plan, that plan can be confirmed only with the use of a "cramdown,"'1' which often entails costly litigation and delays. 22 The threat of forcing a cramdown is the key to subordinated debt's "nuisance value," which enables subordinated debt to extract value that the subordination agreement does not allow.1 3 Because any impaired class can force a cramdown, senior debt with OID generated during an exchange offer has the power to force a cramdown if its senior claim is not satisfied in full. Therefore, holders of senior debt are equipped with the bargaining leverage in bankruptcy to ensure that they receive greater satisfaction of their claims than do holdouts who possess the subordinated debt. Junior creditors, on the other hand, cannot credibly use the threat of forcing a cramdown to extract a payout greater than the payout for the senior creditors. This is because, under a cramdown, a plan for confirmation must satisfy the "fair and equitable standard" such that a dissenting senior class of creditors must be provided for in full before any junior class can retain any property. 24 Thus, the nuisance value of subordinated debt can extract some value from the senior creditors but not enough to significantly compromise full payment of the senior debt. The senior status of exchange offer participants grants them the power to hold up the plan confirmation in bankruptcy unless their claims are satisfied to their satisfaction vis--vis the junior creditors.
The holdout problem could be averted through the use of subordination agreements in exchange offers. Furthermore, the problem would not be exacerbated by the bankruptcy court's Chateaugay decision, which reduces the claims of tendering bondholders if creditors could expect that in bankruptcy they would be paid a greater amount than bondholders who hold out. That is, full or nearly full payment of a smaller claim would likely be preferred by risk-averse creditors over an uncertain payment of a somewhat larger subordinated claim, because in bankruptcy the most probable scenario would be a greater recovery for the senior creditors.
A creditor will participate in an exchange offer only if it is the best strategy to recover on his investment. It is true, as critics of the Chateaugay decision allege, that a claim reduction in bankruptcy may be a disincentive to participation in an exchange offer in which the new debt has the same payment priority as the old debt. Creditors would be more likely to participate if there were no claim reduction than they would be if there were one. If the old debt is subordinated to the newly issued debt, however, the nominal-value bankruptcy claim associated with the senior debt is a less significant factor in the creditor's decision to tender than is payment subordination. The payment priority of senior debt would induce creditor participation in an exchange offer whether or not the senior debt's bankruptcy claim is marked to market, as in Chateaugay, or is preserved at face value. Where there is an exchange offer in which the new debt is contractually senior to the old, the Chateaugay markto-market rule should not affect a creditor's strategic choice in most conceivable instances.
At the time of a troubled debt restructuring, the old debt is trading at less than face value because the expected value of the claim is less than the face amount. That is, the market price incorporates the possibility that the claim 124. 11 U.S.C. § 1129(b)(2) provides:
For the purpose of this subsection, the condition that a plan be fair and equitable with respect to a class includes the following requirements:
(B) With respect to a class of unsecured claims-(i) the plan provides that each holder of a claim of such class receive or retain on account of such claim property of a value, as of the effective date of the plan, equal to the allowed amount of such claim; or (ii) the holder of any claim or interest that is junior to the claims of such class will not receive or retain under the plan on account of such junior claim or interest any property.
will not be paid in full. If a new security is issued that is senior to the old, with the claim fixed at that market value, a tendering creditor has a senior claim for the amount the market expects a holder of the old obligation to receive. A tendering creditor would be worse off than a holdout in two scenarios: (1) the restructuring is a complete success and creditors are paid in full; (2) holdouts are paid a larger percentage of their claims in bankruptcy than the market expected before the exchange. In the first scenario, an avoidance of bankruptcy altogether, which drives the holdout phenomenon in general, it is irrelevant whether bankruptcy claims for tendering bondholders are valued at face or market value because the company never enters bankruptcy. Thus, the Chateaugay mark-to-market rule would not make tendering creditors any worse off than they would be with no OID recognition. For example, assume Company A completed a face-value debt-for-debt exchange such that its $1000-face-amount obligations, trading at $700, are exchanged for new senior $1000-face-amount obligations with a maturity extension. Under the Lifland decision, the tendering creditors would have a bankruptcy claim of $700 and the holdouts would have a bankruptcy claim of $1000; under the Second Circuit decision, both the tendering creditors and the holdouts would have a bankruptcy claim of $1000. However, if Company A is able to avoid bankruptcy, the reduction in claims of the tendering creditors would not make them any worse off than under the Second Circuit rule, because the tendering creditors would be paid in full if the company avoids bankruptcy. Tendering creditors would be worse off than holdouts if the company avoids bankruptcy because only tendering creditors accepted the maturity extension.
The second scenario, a lesser payout to tendering creditors caused by marking claims to market, is highly unlikely because the market valuation at the time of the exchange incorporates the possibility that bankruptcy may be avoided. With bankruptcy certain, the expected payout to creditors is in all likelihood going to be less. Even with a tendering creditor's claim marked to market, first-in-line satisfaction of this claim has a higher expected payout than the likely payout on the old obligation with bankruptcy certain. For example, assume Company A completes a face-value debt-for-debt exchange such that its $1000-face-amount obligations, trading at $700, are exchanged for new senior $1000-face-amount obligations with a maturity extension. Under the Lifland decision, the tendering creditors would have a bankruptcy claim of $700 and the holdouts would have a bankruptcy claim of $1000; under the Second Circuit decision, both the tendering creditors and the holdouts would have a bankruptcy claim of $1000. In this scenario, the Lifland rule favors holdouts over tendering creditors more than does the Second Circuit rule only if the company enters bankruptcy and has enough value in the estate to pay the senior creditors $700 and the holdouts more than $700. This would be a highly unusual event, because the old obligations should not have been trading at 
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Thus, it would be a rare instance when the Chateaugay mark-to-market regime would be the deciding factor for a creditor making the decision to tender for senior securities. Creditors who weigh the risks and rewards of participation in an exchange offer would, in most instances, agree to tender and have their bankruptcy claims reduced as long as the new debt was senior to the old. Therefore, if there is an exchange offer in which the old debentures, through an exit consent provision, are subordinated to the new debentures, bondholders who tender would likely be in a better position than holdouts in the event of bankruptcy. The holdout problem should not be severe, even if OID is generated during the exchange. As long as old debt is exchanged for contractually senior debt, creditor participation in exchange offers would not be impeded by Judge Lifland's Chateaugay decision.
CONCLUSION
Judge Lifland's Chateaugay decision was improperly overruled. The critics who urged its reversal and the courts of appeals have failed to assess accurately the underlying economic substance of a debt-exchange transaction and have created a legal rule that is unworkable. It is likely that companies will exploit the courts' mistaken emphasis on the face value of a bond by issuing new debt with enough original issue discount such that the transaction can be characterized as a "face value" exchange. Instead of marking claims to market only when the principal amount of the indebtedness has been reduced, bankruptcy claims should be determined by the market value surrendered to the debtor in exchange for the new obligation. The sole justification for reversing the bankruptcy court decision was to promote out-of-court workouts. The use of senior debt in the context of an exchange offer, however, can advance the efficiency goals of the courts of appeals without a reversal of Chateaugay.
